Abstract This paper studies the long-run relationship between consumption, asset wealth and income-the consumption-wealth ratio-based on German data from 1980 to 2003. We find that departures from this long-run relationship mainly predict adjustments in income. The German consumption-wealth ratio also contains considerable forecasting power for a range of business cycle indicators, including the unemployment rate. This finding is in contrast to earlier studies for some of the Anglo-Saxon economies that have shown that
the consumption-wealth ratio reverts to its long-run mean mainly through subsequent adjustments in asset prices. While the German consumption wealth ratio contains little information about future changes in German asset prices, we report that the U.S. consumption-wealth ratio has considerable forecasting power for the German stock market. One explanation of these findings is that in Germany-due to structural differences in the financial and pension systems-the share of publicly traded equity in aggregate household wealth is much smaller than in the Anglo-Saxon countries. We discuss the implications of our results for the measurement of a potential wealth effect on consumption.
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Introduction
The idea that fluctuations in asset prices can have huge effects on the real economy and notably on consumption has recently obtained renewed and increased attention. In particular during the decline of international stock markets in the first years of this decade it was feared that consumers in countries where stock ownership is relatively widespread, might reduce their spending in response to an abrupt decrease in asset wealth.
Most extant empirical studies document a long-run relation between wealth and consumption, but the evidence on the effects of sudden and abrupt changes in asset prices-those most feared by policymakers-is much less clear cut. 1 One important reason why certain asset price busts may lead to pronounced adjustments in consumption whereas others do not is that the prices of financial assets may have transitory components. According to economic theory, consumption should predominantly react to the permanent component of wealth. This could explain the long-run link between consumption and wealth. But to the extent that consumers perceive certain asset price fluctuations, e.g. the bull market of the late 1990s, as a temporary phenomenon, consumption should neither react to a build-up nor to a subsequent correction in stock prices.
If temporary fluctuations of wealth leave consumption unaffected, then it should be possible to identify them with fluctuations in the consumptionwealth ratio. This fundamental insight underlies a recent strand of empirical research initiated by Lettau and Ludvigson (2001a,b) that has demonstrated very convincingly that an empirical characterization of the consumption-wealth ratio predicts capital gains and in particular excess returns in the stock market.
